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Underbalanced Drilling Systems Corporation 


Mission Statement: 

Underbalanced Drilling Systems Corporation (““UDS”’) is a Canadian oil and gas 
services company, dedicated to developing and providing functionally and economically 
superior gasification systems for underbalanced drilling. Our talented management and 
employee team take great pride in applying our skills and energies to ensure that our 
nroducts and services deliver maximum value to our oil and gas clients, the first time and 
every time. UDS strives for continuous improvement in all aspects of our business. 
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Underbalanced Drilling Systems Corporation 


Profile 


The Corporation’s thrust is to deliver a proven, efficient, economical method of 
generating non-combustible gas for use in underbalanced drilling and other applications 
in the energy industry. 


Underbalanced drilling uses non-combustible gas to aerate and lighten drilling mud to 
prevent or minimize well bore damage or possible reservoir damage during drilling. 
Using these non-combustible gases lowers the hydrostatic pressure of the drilling mud to 
less than the formation pressure of the reservoir. With the Corporation’s exhaust gas 
processing technology (“EGP”), the non-combustible gas is produced efficiently and 
economically on-site. This means greater convenience and lower development and 
completion costs for the customers. 


The Corporation spent considerable effort developing its technology in 1996, and began 
construction of its first commercial scale EGP. Commercial use of this unit is expected 
to commence in April 1997. 
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The annual meeting of Underbalanced Drilling Systems Corporation’s common 
shareholders will be held on June 18, 1997 at 10:00 a.m. in the Boardroom of Suite 
2800 — 715 5 Ave. S.W. Calgary, Alberta. Shareholders are encouraged to attend 
and if unable to do so, are encouraged to sign and return their form of proxy. 
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Underbalanced Drilling Systems Corporation 


PRESIDENT’S LETTER TO THE SHAREHOLDERS 
Highlights 


The Eight Months ended December 31, 1996 was a period of significant achievement for 
Underbalanced Dnilling Systems, as we took our ideas from the drawing board and 
started to build a promising future for the Corporation. We raised $3 million through the 
issue of convertible debentures in June, then through a reverse takeover of Kaizen 
Technologies Inc.(now Underbalanced Dnilling Systems Corporation) we obtained a 
listing on the Alberta Stock Exchange for our common shares. The construction of our 
first commercial scale exhaust gas processor (“the EGP”) was started and significant 
progress was made toward making our first sale a reality. The EGP was completed in 
March 1997 and is expected to begin work on a commercial application with its first well 
in April 1997. 


Construction of the EGP as with any ground-breaking technology was challenging to say 
the least. We experienced slippages in both schedule and cost. However, it’s now 
complete and will soon prove that our technology works. I would like to take this 
opportunity to recognize those involved with its design and construction for their 
exemplary efforts in making it happen. 


Outlook 


With the completion of the EGP and our first commercial application we are now in 
business. Revenues from the use of the EGP are expected to be approximately $6,000 per 
day and utilization is forecast to be 15 days per month except during the spring break up. 
Intensive marketing efforts will be commenced to ensure that we achieve this utilization. 


With the proceeds from our Special Warrant offering in February 1997 we expect to 
complete one additional EGP and have sufficient funds to get a good start on a third unit. 
We are currently investigating our target market to determine the exact configuration and 
size of future units that would best meet our customers needs. 


On behalf of the Board of Directors and the Management of the Corporation, I extend our 
thanks to the employees, shareholders and debenture holders whose dedication and 
support will ensure Underbalanced Drilling Systems Corporation’s continued success. 


Gene Moody 
Chairman of the Board, 
President and Chief Executive Officer 
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Underbalanced Drilling Systems Corporation 


MANAGEMENT?’S DISCUSSION AND ANALYSIS 
Overview 


During the eight month period ended December 31, 1996 the corporation expended 
$2,270,688 on capital assets including $1,820,445 on its first commercial scale exhaust 
gas processor (“Unit One’). The Corporation experienced a net loss of $508,166 on 
interest and miscellaneous revenues of $57,515 for the eight month period ended 
December 31, 1996. 


Unit One was completed in March 1997 at an estimated final cost of $2.6 million. The 
cost of this EGP unit was originally budgeted at $1.1 million and construction thereof 
was scheduled to be completed in December 1996. This slippage from the construction 
schedule and budgeted cost can be attributed to design improvements, unexpected 
problems experienced with the compressors and higher than expected engineering and 
modification costs. 


The Corporation has accounted for its acquisition of Underbalanced Drilling Systems 
Limited on November 4, 1996 as a reverse takeover. Accordingly the comparative 
financial statements for the years ended April 30, 1996 and 1995, and for the ten months 
ended April 30, 1994 are the financial statements of Underbalanced Drilling Systems 
Limited. 


Financial Results 


Eight months ended December 31, 1996 compared to the twelve months ended April 30, 
1996. 


Revenues for the eight months ended December 31, 1996 were $57,515. No commercial 
revenues had been generated to December 31, 1996, the revenues were from interest 
eamings and miscellaneous items. In previous years the Corporation had not generated 
revenues. 


The Corporation acquired capital assets for the first time during the eight months ended 
December 31, 1996. Accordingly this is also the first time that amortization was 
recorded. Amortization of $18,290 was recorded on depreciable assets of $372,717. 
Capital assets of $1,897,951 were not amortized as they were either non-depreciable land 
or not yet in use, such as the first EGP which was not completed until March of 1997. 
Amortization expense also included a charge of $17,038 pertaining to the amortization of 
deferred financing fees related to the convertible debentures issued in June, 1996. 


General and administrative expenses increased to $338,960 for the eight months ended 
December 31, 1996 from $33,073 for the year ended April 30, 1996. This increase is 
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Underbalanced Drilling Systems Corporation 


attributed to the corporation’s ramping up for commercial sales and increased expenses to 
administer the construction of the first EGP unit. 


Interest on long term debt of $119,402 was incurred during the eight months ended 
December 31, 1996. This interest was incurred on $3,000,000 of convertible debentures 
issued in June, 1996 of which $1,876,000 was outstanding at December 31, 1996. 
Debentures amounting to $1,124,000 were converted into 1,049,516 common shares 
during the eight months ended December 31, 1996. Financing costs of $170,378 related 
to these debentures were deferred and are being amortized. 


Professional fees increased to $71,991 for the eight months ended December 31, 1996 
from $34,221 for the year ended April 30, 1996 which were indicative of the increased 
level of activity. 


The corporation completed its major transaction on November 4, 1996 when it acquired 
all of the common shares, preferred shares and convertible debentures of Underbalanced 
Drilling Systems Limited (“‘UDSL’”). As the former shareholders of UDSL acquired 
more than 75% of the common shares of the corporation, it has been accounted for as a 
reverse take over with UDSL being the effective acquirer of the Corporation. $161,031 
was assigned as the value of the Corporation’s net assets acquired. During the eight 
months ended December 31, 1996 $45,000 in share capital was issued by UDSL pnior to 
the major transaction and $27,000 was raised by the Corporation through the exercise of 
stock options subsequent to the reverse takeover. 


The Corporation’s bank loan was increased to $1,100,000 and was secured by cash and 
term deposits. 


During the eight months ended December 31, 1996 the Corporation invested $2,270,668 
in capital assets of which $1,820,445 was expended on the first commercial scale EGP 
unit. There were no expenditures on capital assets in the year ended April 30, 1996. 


No development costs were deferred in the eight months ended December 31, 1996 
versus $29,402 during the year ended April 30, 1996 as the Corporation concentrated on 
constructing the first commercial scale EGP unit. 


Capital Resources and Liquidity 


The Corporation had not commenced commercial operations as of December 31, 1996 
and utilized financing from equity and convertible debentures to support its development 
activities. At December 31, 1996 the Corporation had working capital of $154,940. The 
first commercial scale EGP unit was partially constructed at December 31, 1996 and 
completed in March 1997. Additional costs incurred on the unit in the first quarter of 
1997 were funded by working capital, funds received from the exercise of 215,000 stock 
options and mortgage proceeds of $200,000. 
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Underbalanced Drilling Systems Corporation 


The Corporation is currently seeking additional equity to fund operations and to construct 
new EGP units and has signed an agency agreement with Peters & Co. on February 7, 
1997. Pursuant to this agreement the Corporation completed a private placement on 
February 28, 1997 of 838,926 Special Warrants at a price of $2.98 per Special Warrant. 
Each Special Warrant is to be exchanged into one common share of the Corporation on 
the earlier of February 28, 1998 and ten days following a receipt for a final prospectus 
qualifying the common shares. If a receipt for a final prospectus is not received on or 
before June 2, 1997 then the holders of the Special Warrants have the option to require 
the Corporation to repurchase the Special Warrants for $2.086 plus 0.33 of a common 
share or to acquire 1.1 common shares for no additional consideration. If the Corporation 
has not obtained a Notice of Commercial Application from an arm’s length customer by 
June 2, 1997 then the Corporation will be required to repurchase the Special Warrants for 
$2.98 each. 


The proceeds from this offering, totaling $2.5 million, will be released to the Corporation 
on the following terms: $750,000 upon receiving a satisfactory Notice of Commercial 
Application and the balance on the earlier of ten days after a receipt for a final prospectus 
or February 28, 1998. The balance of funds is estimated to be $1,545,000 after deducting 
the Agent’s fee and estimated expenses of the offering. 


Risk and Uncertainties 


The Corporation has no material earnings, or cash flow. The Corporation’s technology 
and equipment have been operating successfully in test situations. The Corporation’s 
first commercial scale EGP unit has been constructed and is awaiting commercial 
application. The Corporation has not entered into any contracts for the commercial use of 
the unit or its technology. The Corporations success will be dependent upon convincing 
its potential customers as to the cost savings derived from the use of the EGP technology 
as well as its viability. 


The Corporation will compete with a number of companies in the oil and gas equipment 
industry that have greater resources. The Corporation may face competition from 
alternatives to underbalanced drilling and the EGP technology. 


The Corporation will primarily provide services to the upstream oil and gas exploration 
and production industries in Canada and the United States. Demand for the 
Corporation’s services is ultimately dependent on current and anticipated demand for oil 
and gas as an energy source. Lower energy prices reduce the cash flows available to the 
upstream industry for exploration and other capital programs. Reduced levels of such 
activity may effect the Corporation’s operations. Despite current buoyant market 
conditions, and a promising long term outlook, the extremely active exploration pace in 
Canada will not continue indefinitely at present levels. 
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Underbalanced Drilling Systems Corporation 


Factors which can effect the Corporation’s business include energy prices, the general 
state of the North American and world economies, concerns regarding fuel surpluses or 
shortages, and substitution through imports or alternative energy sources. 


The Corporation will require significant capital to pursue its business strategy. There is 
no assurance that financing will be available. 
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Auditors’ Report 


To the Shareholders of 
Underbalanced Drilling Systems Corporation: 


We have audited the consolidated balance sheets of Underbalanced Drilling Systems Corporation 
as at December 31, and April 30, 1996 and the consolidated statements of loss and deficit and 
changes in financial position for the eight month period December 31, 1996 and for the year ended 
April 30, 1996. These financial statements are the responsibility of the Company’s management. 
Our responsibility is to express an opinion on these consolidated financial statements based on our 
audit. 


We conducted our audits in accordance with generally accepted auditing standards. Those standards 
require that we plan and perform an audit to obtain reasonable assurance whether the financial 
statements are free of material misstatement. An audit includes examining, on a test basis, evidence 
supporting the amounts and disclosures in the financial statements. An audit also includes assessing 
the accounting principles used and significant estimates made by management, as well as evaluating 
the overall financial statement presentation. 


In our opinion, these consolidated financial statements present fairly, in all material respects, the 
financial position of the Company as at December 31, and April 30, 1996, and the results of its 
operations and the changes in its financial position for the eight month period December 31, 1996 
and for the year ended April 30, 1996 in accordance with generally accepted accounting principles. 


Calgary, Alberta 
January 15, 1997 (Signed) DELOITTE & TOUCHE 


Chartered Accountants 


ee el Wie Saupe es, 9 | ‘tio 
A) a) be 4 ) : ; Poe a | : ss 
| 1 aw Shaheen ~ ; 
tobiovaqioD emarive guilind bso netad tsb 


ott ainiptod +85 HE goUltinet iascetaaivst Vip nia enAsisd shabtieans ail bstibia sve ah 
‘tus ul ab Rete sag! To aunts bet eBiluaipo salt bag o@0 |. UE tenegA bis , vadensascl hea” 7 
bobs they att oot baie BRUT 12 wadimpoatl boring dicen: Inigie aft a hb sie) befor tik a8 \, 

JIeatqghenarr, ei ete Yo wiitirlienence: fa eb ie 2 er atpeat st: Letoummy ait. DOT OF aga 

10 me bai teint iuseanel eaneriaaeena do nets ap e2snrKe of ab iid: ae a 


i" 7 
ah ixbne oeort ‘i abinbnenn pail bysteypose a yilen ep ivr JOrustrisoR A sichine nO 0 hetasting ow 
jelorend ontanitady Soiminey eldagoaess mig OF hua Te Mohd beg nelg ow lait slupsi 
soitebive er ne .OMiccangxa eebubonst fthue GA tromoniinalin Ines to Sh 978. jail 
qi iatesed 7H valor Oph Mba 05. auambenatons tattutl euil il em bsnib bas ergs sar g - 
_— as vm) _— er er inewitingls bas hoes exieinatay yt; imioaseedtt 
| tetany) Mnpmnotar Veins arti Hapeeuroi 
‘io vw  - ay 

 [eixoaee atranaoi ste iat spenil borsbdoanc™ seait ous ti ial ®. 
“fe iden 16 bh Yee ont to “ovina let : 

—- teiotanenit ee! (nk aginst cult ‘Kim ane: oe — 
ambien eth wingd enna hebwes way silt Lift 


ee er ox 
‘- an 3 co pst bebe isa 
TLC . - aTyP ) 
7 uaa ; 


UNDERBALANCED DRILLING SYSTEMS CORPORATION 


Consolidated Statement of Loss and Deficit 
Eight Month Period Ended December 31, 1996 
and Year Ended April 30, 1996 
December 31, April 30, 
1996 1996 
(8 months) (12 months) 
$ $ 


REVENUE 
Interest income 44,322 - 
Miscellaneous income 13,193 - 
57,515 - 
EXPENSES 
Amortization 35,328 - 
General and administrative 338,960 33,073 
Interest on long-term debt 119,402 - 
Professional fees 71,991 34221) 
565,681 67,294 
NET LOSS 508,166 67,294 
DEFICIT, BEGINNING OF PERIOD 159,316 92,022 
DEFICIT, END OF PERIOD 667,482 159,316 


Loss per share 0.098 0.019 
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UNDERBALANCED DRILLING SYSTEMS CORPORATION 


Consolidated Balance Sheet 


December 31, 1996 and April 30, 1996 


ASSETS 
CURRENT 
Cash and term deposits 
Accounts receivable 
Prepaid expenses 
Investment tax credits receivable 


Capital assets (Note 4) 

Technology license rights 

Deferred development costs (Note 5) 
Deferred finance charges (Note 6) 


LIABILITIES 

CURRENT 
Accounts payable 
Bank loan (Note 7) 


Advances from affiliated company 
Long-term debt (Note 8) 


SHAREHOLDERS’ EQUITY 
Share capital (Note 9) 
Contributed surplus (Note 10) 
Deficit 


APPROVED BY THE BOARD 
(Signed) Gene Moody, Director 
(Signed) Steve Smith, Director 
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December 31, = April 30, 

1996 1996 

$ $ 

1,808,614 1,989 
155,078 3,032 
20,807 5,000 
- BATS 7 
1,984,499 31758 

2,252,378 - 
636,945 636,945 
166,152 166,152 

153,340 - 

5,193,314 834,855 
729559 24,454 
1,100,000 100,000 
1,829,559 124,454 
- 6,694 

1,876,000 - 
3,705,559 131,148 
1,530,287 238,073 
624,950 624,950 

(667,482) (159,316) 

1,487,755 703,707 
5,193,314 834,855 
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UNDERBALANCED DRILLING SYSTEMS CORPORATION 


Consolidated Statement of Changes in Financial Position 
Eight Month Period Ended December 31, 1996 
and Year Ended April 30, 1996 


December 31, 


1996 
(8 months) 
$ 
NET INFLOW (OUTFLOW) OF CASH RELATED 
TO THE FOLLOWING ACTIVITIES 
OPERATING 
Net loss (508,166) 
Item not affecting cash 
Amortization 35,328 
(472,838) 
Changes in non-cash operating working capital items 
Accounts receivable (152,046) 
Prepaid expenses (15,807) 
Investment tax credits receivable LAGI! 
Accounts payable 705,105 
86,151 
FINANCING 
Repayments to affiliated company (6,694) 
Bank loan 1,000,000 
Debentures 3,000,000 
Debentures converted to common shares (1,124,000) 
Deferred finance charges (170,378) 
Issue of common shares (net of issue costs $64,817) 1,292,214 
3,991,142 
INVESTING 
Development costs net of investment tax credit - 
Purchase of capital assets (2,270,668) 
(2,270,668) 
NET CASH INFLOW (OUTFLOW) 1,806,625 
CASH POSITION, BEGINNING OF PERIOD 1,989 


CASH POSITION, END OF PERIOD 1,808,614 
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April 30, 
1996 


(12 months) 


$ 


(67,294) 


(67,294) 


4,601 
(5,000) 
11,389 
(1,472) 

(57,776) 


(15,500) 
100,000 


(29,402) 

05.400) 

(2,678) 
4,667 
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UNDERBALANCED DRILLING SYSTEMS CORPORATION 


Notes to the Consolidated Financial Statements 
Eight Month Period Ended December 31, 1996 
and Year Ended April 30, 1996 


i. STATUS AND NATURE OF OPERATIONS 


The Company has performed research into possible replacement alternatives for nitrogen as 
the gas of choice to be used in a variety of oil and gas applications. Accordingly, the 
Company has developed a prototype of an Exhaust Gas Processor ("EGP"), and has tested 
the prototype. The Company is near completion of a commercial unit and expects 
commercial operations to begin in March 1997. 


2: ACQUISITION AND BASIS OF PRESENTATION 


On November 4, 1996, the Company completed a major transaction whereby it acquired all 
of the outstanding common shares of Underbalanced Drilling Systems Limited (““UDSL”), a 
private company. Under the terms of the transaction, the shareholders of UDSL received 
1.94 common shares of the Company for each share of UDSL tendered (17,630,000 shares in 
total). The result is that the former shareholders of UDSL acquired in excess of 75% of the 
outstanding common shares of the Company. 


As former shareholders of UDSL held in excess of 75% of the outstanding shares of the 
Company subsequent to this transaction, the business combination has been accounted for as 
a reverse takeover of the Company by UDSL. 


Accounting for the business combination as a reverse takeover results in the following: 

a) The consolidated financial statements of the combined entities are issued under the name 
of the legal parent (the Company) but are considered a continuation of the financial 
statements of the legal subsidiary UDSL; 

b) As UDSL is deemed to be the acquirer for accounting purposes, its assets and liabilities 
are included in the consolidated financial statements at their historical carrying value in 


the accounts of UDSL; 


c) The comparative financial statements for the year ended April 30, 1996, are those of 
UWDSL: 


d) The financial year end of the Company has been changed to December 31 to correspond 
with UDSL’s year end; and 
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UNDERBALANCED DRILLING SYSTEMS CORPORATION 


Notes to the Consolidated Financial Statements 
Eight Month Period Ended December 31, 1996 
and Year Ended April 30, 1996 


Z. 


ACQUISITION AND BASIS OF PRESENTATION (Continued) 


e) Control of the net assets and operations of the Company is deemed to be acquired by 
UDSL. For purposes of this transaction, the deemed consideration is determined by the 
assigned value of net assets of the Company which is the value ascribed to the 3,500,000 
common shares of the Company outstanding when the agreement was signed. 


The accounting for the business combination on this basis can be summarized as follows: 


$ 
Assigned value of net assets of the Company 
Current assets 162,983 
Current liabilities (1,952) 
161,031 
Deemed consideration applied to shares issued to complete the transaction 161,031 


SIGNIFICANT ACCOUNTING POLICIES 


Capital assets 


Capital assets are stated at cost and are amortized using the declining-balance method at the 
following annual rates: 


Furniture and fixtures 20% 

Computer equipment 30% 

Tools and equipment 25% 

Vehicles 30% 

Building 4% 
Exhaust gas processor 


The Exhaust Gas Processor is being constructed by the Company and the Company has 
capitalized $207,137 of wages directly related to its construction. Once construction is 
completed and commercial use commences the Exhaust Gas Processor will be amortized 
using the declining-balance method of 20%. 
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UNDERBALANCED DRILLING SYSTEMS CORPORATION 


Notes to the Consolidated Financial Statements 
Eight Month Period Ended December 31, 1996 
and Year Ended April 30, 1996 


2: 


SIGNIFICANT ACCOUNTING POLICIES (Continued) 
Leasehold improvements 


Leasehold improvements will be amortized using the straight-line method over a term of five 
years. Since they were completed late in the fiscal period no amortization was recorded. 


Technology license rights 
Technology license rights are recorded at their exchange value as established for the transfer 
on acquisition of the rights by the Company. The nghts will be amortized down to salvage 


value over their estimated useful life using the straight-line method. 


Amortization will commence with the granting of the patent for the technology nghts. The 
patent is expected to be granted in the United States and Canada within the next year. 


Deferred development costs 
Research costs are expensed as incurred. Development costs are expensed as incurred unless 
they meet generally accepted accounting criteria for deferral and amortization. The 


Company assesses, at each reporting date, whether such relevant criteria have been met. 


Research and development costs are reduced by related investment tax credits available on 
qualifying scientific research and experimental development expenditures. 


Deferred development costs will be amortized at a rate to be determined when the EGP units 
are in commercial use. 


Deferred finance charges 


Deferred finance charges were incurred while raising the long-term debenture which matures 
May 31, 2001. The charges associated with the debenture are amortized over the term until 
maturity. 


Measurement uncertainty 
The amounts recorded for technology license rights, deferred development costs and 
amortization of capital assets and deferred finance charges are based on estimates. By their 


nature, these estimates are subject to measurement uncertainty and the effect on the financial 
statements of changes in estimates in future periods could be significant. 
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UNDERBALANCED DRILLING SYSTEMS CORPORATION 


Notes to the Consolidated Financial Statements 
Eight Month Period Ended December 31, 1996 
and Year Ended April 30, 1996 


4. CAPITAL ASSETS 
December 31, 1996 


Accumulated Net Book 
Cost Depreciation Value 
$ $ $ 
Furniture and fixtures 35,674 3,567 32,107 
Computer equipment 17,867 2,680 15,187 
Tools and equipment 13,000 Bez OU 9,750 
Vehicles 20,095 3,071 17,024 
Building 286,081 5,/22 280,359 
Exhaust gas processor 1,820,445 - 1,820,445 
Land 15,956 - 15,956 
Leasehold improvements Ola - 61,550 
2,270,668 18,290 2,292,318 
a DEFERRED DEVELOPMENT COSTS 
1996 1996 
$ $ 
Balance, beginning 166,152 136,750 
Additional deferred development costs - 29,402 
166,152 166,152 
6. DEFERRED FINANCE CHARGES 
1996 1996 
$ $ 
Agents' fees 170,378 - 
Amortization 17,038 - 


153,340 - 
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UNDERBALANCED DRILLING SYSTEMS CORPORATION 


Notes to the Consolidated Financial Statements 
Eight Month Period Ended December 31, 1996 
and Year Ended April 30, 1996 


if BANK LOAN 


1996 1996 
$ $ 
The bank loan is repayable on demand, bears 
interest at prime plus 3/4%, and is secured by 
a term deposit of $1,100,000 1,100,000 100,000 
8. LONG-TERM DEBT 
1996 1996 
$ $ 


Convertible subordinated debentures, 7.5% payable 
semi-annually, June 1 and December 1 of each year, 
maturing May 31, 2001, convertible into common 
shares at 934 common shares for each $1,000 
debenture 1,876,000 - 


The estimated fair value of the convertible subordinated debentures approximates the carried 
value at December 31, 1996, due the nature of its convertible feature. 


th SHARE CAPITAL 
As described in Note 2, UDSL is deemed, for accounting purposes, to have acquired the 
Company effective November 4, 1996. As a result, the share capital of the continuing 


consolidated entity becomes the existing share capital of UDSL at that time, plus the 
assigned value of the shares issued on the Major Transaction. 
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UNDERBALANCED DRILLING SYSTEMS CORPORATION 


Notes to the Consolidated Financial Statements 
Eight Month Period Ended December 31, 1996 
and Year Ended April 30, 1996 


9. SHARE CAPITAL (Continued) 


The number of outstanding shares of the continuing consolidated entity consists of the 
number of the Company's shares issued to date as follows: 


Number of 
Common 
Shares $ 
Authorized 
Unlimited number of common shares 
Issued 
Underbalanced Drilling Systems Limited 
share capital as at April 30, 1996 - 238,073 
Underbalanced Drilling Systems Limited 
share capital issuance at September 3, 
1996 (Note 9(a)) - 45,000 
Underbalanced Drilling Systems 
Corporation number of shares issued prior 
to reverse takeover 700,000 - 
Issued on major transaction (Note 2) 3,526,000 161,031 
Issued on conversion of debentures 349,950 375,000 
Share issuance costs - (64,817) 
Issued on conversion of debentures 699,566 749,000 
Issued on exercise of stock options 30,000 27,000 
Issued and outstanding December 31,1996 (Note 9(b)) 5,305,516 1,530,287 
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UNDERBALANCED DRILLING SYSTEMS CORPORATION 


Notes to the Consolidated Financial Statements 
Eight Month Period Ended December 31, 1996 
and Year Ended April 30, 1996 


9} 


10. 


SHARE CAPITAL (Continued) 


a) 


b) 


c) 


d) 


Share issued prior to major transaction 


On September 3, 1996, Underbalanced Dnilling Systems Limited issued 210,000 Class B 
preferred shares - Series 1 for consulting services received for $45,000. 


Consolidation of issued common shares 


The shares issued above reflect the consolidation of common shares, on a one-for-five 
basis, which occurred on November 12, 1996. 


Stock options 

As at December 31, 1996, the Company has granted stock options for common shares to 
certain officers and employees entitling them to purchase 215,000 shares at prices from 
$0.90 to $1.00 and expiring at various dates to November 29, 2001. | 


Escrowed shares 


Pursuant to Escrow Agreements, 3,010,000 shares can only be released upon certain 
conditions and approval of the Alberta Stock Exchange. 


CONTRIBUTED SURPLUS AND RELATED PARTY TRANSACTION 


In the year ended April 30, 1994, the legal subsidiary, Underbalanced Drilling Systems 
Limited, acquired technology license rights from the controlling shareholder, at an exchange 
value of $625,000. In exchange, the legal subsidiary issued 4,500,000 Class A shares from 
treasury for stated capital of $50. The difference of $624,950 between the cost and stated 
capital has been credited to contributed surplus. 
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UNDERBALANCED DRILLING SYSTEMS CORPORATION 


Notes to the Consolidated Financial Statements 
Eight Month Period Ended December 31, 1996 
and Year Ended April 30, 1996 


Ns COMMITMENT 


The Company has leased office space until December 30, 2000 and is obligated for annual 
payments of $46,800. 


12. RELATED PARTY TRANSACTIONS 
The Company purchased equipment, land and building from a related corporation, by virtue 


of a common shareholder, for an amount of $338,450 (that had an associated mortgage of 
$226,000). 
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Corporate Office 
Underbalanced Drilling Systems Corporation 2800, 715 — 5" Ave S.W. 


Calgary, Alberta, T2P 2X6 
(403) 265 5510, Fax: (403) 265 9841 


Senior Management 


Mr. Gene Moody Chairman of the Board, 

President and Chief Executive Officer 
Mr. Barry Holizki, P. Eng. Vice President, Engineering & Manufacturing 
Mr. Nick Pohorelic, C.A. Vice President, Finance 
Mr. Greg Schlachter, P. Eng. Manager of Marketing 
Mr. Don Thorssen, P. Eng. Manager of Chemical Engineering 
Mr. Bob Heffernan Field Operations Manager 

Directors 

Mr. Gene Moody Chairman of the Board, President and 


Chief Executive Officer - Underbalanced 
Drilling Systems Corporation 


Mr. John Ferguson, C.A. Vice President, Finance Poco Petroleum. 
Mr. Dave H. Erickson, P.Geol Senior Vice President Petromet Resources 
Mr. Steve Smith, C.A. Analyst Nesbitt Burns 


Chief Financial Officer Underbalanced 
Drilling Systems Corporation 


Auditors 


Deloitte & Touche Calgary, Alberta 


Legal Counsel 


Burnet, Duckworth & Palmer Calgary, Alberta 


Principal Bankers 


Alberta Treasury Branches Calgary, Alberta 


Transfer Agent 


Montreal Trust Company of Canada Calgary, Alberta 


Stock Exchange Listing 


The Alberta Stock Exchange Trading Symbol: UDS 
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